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thc priinar!' role of sunk costs in economic theory is to serve an entry barrter 41 

Entry is the dr twng force of competition, and impediments to entry are not 
usually (or legitimately) associated with the prospects tor effective cornpetition 
While the  Commission r e c e p z e s  th is  fact tn other contexts, the entry deterring 
aspeck of sunk costs wcre completely ignored in its Pricing Flexlbil@, Order 42 

In its Prici irg F I ~ ~ i h i l i t i /  Order, the Comniisslon adopted a collocation-based 
trigger for granting pricing flexibility for Special Access service because 
collocations required "irreversible, or 'sunk investment in facilities used to 
provide competitive services ''4: 

collocation usually represents a financial Investment by a 
coinpetitor to establish facilities within a wire center . . [Tlhe 
investment in transmission facilities associated with collocation 
arrangements is largely specific to a location; the competitive 
LEC's facilities cannot, for the most part, easily be removed and 
used elsewhere i f  entrv does not succeed M 

41 

42 

SeeTirole, w p m  n 3Y,Ch 8,JohnSunon. S P N K C U S T A N D M A R K F T S T R V C T U R E ( ~ ~ ~ ~ )  

Sw, C P X ,  In  re Irriplonunti~tion uJ Local Compehtw? I!? Trircommunications Act 011996. I1 FCC 
Rcd 15499, 15857 1 704 (1996) (Scrlinn 251 Firs/ R q w I  nnd Order), In IC lmplmmlotion of the Loco1 
Conipctilwn I'rui~sio~r. uf l l i i  Jc lr iummunri i i l i r j~~  A r r  nf 1996, Third Report and Order and Fourth 
Further Notice of Proposed hlcmaking, - FCC Rcd - FCC No 99-238 (rcl Nov 5, 1999) (UNE 
Rernrind 0rdi.r). Jr ,w~ t ,d  Rewmii, siipro n 3, In re lnr,rlmrnlation of Section 19 of the Cable Telmision 
Concumrr Prulrctiriri arid 10rr ipPhl im A c t  of1992. Annual Assessment of the S t a h x  of Competition in 
tlw Market fi,r Del ivcn <if Viiico Programming, 9 FCC Rcd 7442, Appendix H (1994) ( A p p m d u H )  

4' I l l  at 7 79 bee, o l i o  d at  7 94 ('we ioncludc that  i t  E appropriate to give incumbent LECs 

Id  a t  7 81 rhe Comrnzwon did note, howcver. that while thc presence of an operational 
c~>l locatmn alrangrrncnt m a wire center almost alway, implied that a competitor has installed 
transmisston tacilitie5 t u  crimprte with thc incumbent in the past, this correlation behueen 
operational COIIOC.IIII~II arrangementc and compctitivc transport facilities 1s somewhat attenuated 
by thc a d w n t  of  ~ C T \ - I C C S  such as  digltrll subscriber l inc (DSL) serv1ce5 - 1 e ,  competitors providing 
thew ~ c r w c c s  umal l )  rolloraie ~n order to gam 11ccei5 to thc incumbent's copper loops, a necesbary 
Input  for DSL SCWICC. nut IO ivmpetr with the incurnhcnt far the provision of transport services 
4 s  ~ u c h ,  io rnwrr khat 115 triggers provtdt. a ''clear ptcture" of competlhve conditions on a going- 
f u r w r d  hawi, thr FCC rcquirrd Incumbent LECs lo show that a1 least one competitor relies on 
transport farilities pnwided by a transport provider other lhan the incumhem at each wire center 
listed in the mcumbvnt's pricinfi flexibility petition 4s the sttc of an operational cullocation 
.trmngcmcnt Id at 7 82 

pricing f lrxibil i ty when mmpct!tors havr made ~rreversihlc. sunk mvestment In facdi t ie i )  

w 



18 T'HOENIX CENTER P0l.lC-Y PAPER [Number 18 

A s  an inilial matter. the FCC reasoned that i t  is appropriate to focus on the sunk 
in \ws tmen ts because 

An incumhent monopolist will engage in exclusionary pricing 
behavior only i f  it believes that i t  will succeed in driving rivals 
from the market or deterring their entry altogether . Once 
multiple rivals have entered the market and cannot be driven out, 
rules to prevent exclusionary pricing behavior are no longer 
necessary Investment in facilities, particularly those that cannot 
be used for another purpose, is an Important indicator of such 
irreversible entry . [Tlhe presence of facilities-based competition 
with significant sunk investment makes exclusionary pricing 
behavior costly and highly unlikely to succeed.'< 

Note that the Commission's logic addresses only the effect of sunk costs on 
c i i t ,  not entry This selective use of economic theory produced an important 
malvtical conflict in the Cominission'5 decision Specifically, the Commission 
recognized the potential for it5 broadly defined markets to allow the ILEC to 
exploit market power in noii-competitive segments of the MSA, stating: " .  such 
relie[ iiiiglit lead to higher r a t e  for  nccejs tu some parts  a/ an MSA that lack a 
iompcliti?~e nlternatiiv ''46 Yet, the Commission dismisses the importance of the 
ion-competitive wgments by contending "unreasonably high rates . . will 
induce competitive entry "47  This expectation contradicts the fundamental 
premise of the Commission's deregulatory paradigm, however. Sunk costs deter 
entry and may allow inarket power to be exercised without fear of entry48 
Because entry requires sunk costs, i t  is obviously unreasonable for the 
Commission to rely heavily on entry to remedy problems with an overly broad 
inarket definition Ignorance is no  defense Despite ignoring the entry deterring 
effect5 of sunk costs in its Pricing Flexibility Order, the Commission has in many 

4 5  Id ai  11 80 
4" Id ai T 142 (emphasis wpp7lied) 

Id a t 1  144 

E n n y  deterrrnrc IS  cvcn mort likely wlwn the ILEC can 5lgnal io  enlranls that posl-entry 
cmrpriti~nn wtll bc tough l h i  signal 15 e a ~ i l y  sent LO rntranls because th? deregulalory paradigm 
~ 1 1 1 0 ~ 5  ihe ~ n c u n i b e n i  Iti cut prirc in cuiiiesied segments 

i b  
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other caws relied lhcavily on these very effects to justify its other regulatory 
efforts 4' '  

There are other problems with the Commission's reasoning First, while the 
Ciimniission averred that its collocation triggers were "sufficient to preclude the 
incumbent from exploiting any monopoly power over a sustained period," the 
Commission engaged 111 no  market power analysis to affirm its position5n 
Without evidence, the Commission's expectations are nothing more than 
assertions, and while expert agencies have substantial deference, there must be 
"rational connection between the facts found and the choice made"51 The 
Commission presented no evidence in support of its assertion that its collocation 
triggers represented sufficient competition to check ILEC market power 

Second, collocation 15 a necessary but not sufficient condition kor Special 
Access competition 52 The presence of a collocator that uses its own transport to 
carry traffic from a LEC serving wire center shows a t  most some cornpetition for 
entrance facilities - I e ,  lhe connection between the I L E C s  and I X C s  or CLEC's 
nctworks I t  is in no  w a y  probative of competition for interoffice transport or 
channel terminations The only competitive presence that any ILEC relied upon 
to gain pricing flexibility for special access was for entrance facilities Yet, under 
the FCC's "bright Ime" test some cornpetition for this one component of special 
access was sufficient to allow deregulation of interoffice transport and channel 
terminations as well 

Moreover, ap i r t  from this overriding flaw, the presence of collocation in a 
rrntral office only indicate5 that an entrant may have t r ied  to enter the Special 
Access (or some other) market a t  some point in the past requiring collocation. 
Collocation triggers ignore what market the collocator actually served or serve, 
the success of such entry, or the entrant's continued presence in the market 
Continuing to ignore the profitability and continued success of collocations is 

4') SF?, L ' X ,  Trieuriial Rwte7u, supra n 3, Ser twn 251 Fir51 R q w I  and Ordn. supra n 42 a1 7 377. 
IINF Rvmand Order,  sup^ n 3 2 .  7 7  75, 77 ( " I t  15 generally recognized thai the need to incur sunk 
costscan conmtutea harrier tomin.") 

Priring Flcrihility O r d r r  a t  1; 111 

Biir l inglon TnirA Lirirs. l n i  i '  Unilvd Statei, 371 U S  156. 168 (1962) 

E \ m  th? Commt%mn rcrognizes lhr dubious link -: rorrclation betwwn operalional 
) Pncrng d o c a t m n  arrangemcnt5 and  coiiipet~livc transport facilities IS iomewhat attenuated 

Fiexihihty Clrder a t  7 82 
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odd, given thal most iacilitics-based CLECs operat~ng in 1999 are now either 
bankrupt or out of business altogether 53 

The D C Circuit reviewed the Comniission's Pricing Flexibility Order on 
appeal in WorldCorn 1' F C C 3  As a general rule of administrative law, a 
rcviewing court is required to accord the FCC. as  the "expert agency", great 
delrrence when i t  administers its own statute, provided that i t  shows the "whys 
and wherefores" of its reasoning 55 For this reason, the D C Circuit stated that i t  

was not their role "to second guess the FCC's policy judgment, so long as i t  
comports with establiqhed standards of administrative practice"s6 and, 
accordingly, revicwed the FCC's Priclng Flewibilihj Order in this light 

For example, several petitioners challenged the FCC's use of collocation as  a 
proxy f o r  competition a5 arbitrary and capricious Although the court repeatedly 
found that " [ l l t  may well be that collocation is a poor market share as petitioners 
attest"5: and may indeed have "faults as  a measure of competition",% the fact that 
that "the FCC chose to rely upon an admittedly imperfect measure of 
~-ompetition does not render its use arbitrary and capricious." In the court's 

A similar crror m'as rnadc in the Cummission's unbundled switching reshiction lor the top 
5fl MSAs In 11s UNF Remand Ode-r. thc Commission removed from the minimum 1zst ot 
unhundlrd rlcmenis switching servicer ~n the top 50 MSAs ior cuslomers with more than three 
KWS lincs at a singlr l o c a t i ~ i i  The dcrision was based on the number of CLEC switches deployed 
~n 1 . q ~  markets Since thc Commission's Older, nearly cvery CLEC that deployed switches has 
declarcd bankruptcy St?, ',q, LINE Remand Order. siipra n 42, Mitchell Pacellc and Dennis K 
Brrman A l l q ~ a n c t !  J c l ~ o ! , ~  SeeAi Rnr>knrptu/ Pmtrrtion, WAl~LSTRrET J@URNAL (May 15, 2033) 

3 sw siipra n 13 

'+ Spechcally. ,i reviewing cuurl musl consider whether the FCC's actions are "arhitraly, 
t - a p r ~ ~ u ~ ,  a n  a b u w  oi discretion, or  otherwise not in accordance with law " 5 U 5 C 5 706(2)(A) 
This IS H "dcfercntidl standard" that "presume[s] the validity oi agency action" Soufhwestem Bell 
Trd Cu 1) FCC, 168 F 3d 1344, 1352 (D C Cir 1999). iuioni / w y y  Shore Broadcasting Corp I )  FCC, 37 
F ?d 1531, 1537 (D C Cir 1994). City o(Hui~,oke Gac 6 ~ l c c l n i  Drpl v FERC, 954 F 2d 740, 743 (D C 
Cir 1992) (''Sine? I t  I' a l r rady  doing the relevant calculation, I t  1s a small matter to abide by the 
IIIJU~CII~II of the a r ~ i h m r i ~ c  trd~lier Shon' your work1 For the Commission to do less deprives the 
/consumer] of a ratmii.ii explanation of Its demion ") 

56 w ~ ~ ~ L ~ c ~ ~ ~  l i ipra 13 457-58 

'; I d  a t  458 
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view, even though the FCC "read~ly  admit[ed] that its decision to adopt the 
thresholds contained in the Pricing Flelibility Order was dependent, at least in 
part, on the agency's predictive forecasts". there is "no statutory requirement 
that the FCC be confident to a metaphysical certainty of its predictions about the 
future of competition in a given market before i t  may modify its regulatory 
scheme "5" According to the D C Circuit 

The FCC readily admits that its decision to adopt the 
thresholds contained in the Pricing Flembilih, Order was 
dependent, a t  least in part, on the agency's predictive forecasts 
Despite their inherent uncertainty, there is little questlon that 
agency propostications of this sort may be used in the 
formulation of policy, " i t  is within the scope of the agency's 
rxpertise to make such a prediction about the market i t  regulates, 
and a reasonable prediction deserves our deference 
notwithstanding that there might also be another reasonable 
view" Envirowwicntal Action, Inr v FERC, 939 F.2d 1057, 1064 
(D C Cir 1991) There i s  no  statutory requirement that the FCC 
he confident to a metaphysical certainty of its pred~ctions about 
the  future of competition in a given market before I t  may modify 
its regulatorv scheme he 

Equally as significant, the court also Lound that the FCC's decision to make 
ease of administration and enforceability a consideration in setting its standard 
tor regulatory relief was not arbitrary and capricious In the court's view, "[slo 
long as the FCCs  proxy IS reasonable, as i t  IS  here, we have no basis upon which 
to require the FCC to engage in a more searching analysis of competition before 
granting pricing flexibility "61 

The court also gave the FCC great deference as  to its choice of MSA's as  the 
appropriate relevant market for analysis In the court's opinion- 

A t  bottom, petitioners' objection to the F C C s  decision to offer 
pricing flexibility on an MSA-wide basis amounts to a difference 
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i n  policy preferences This is not a sufficient basis upon which to 
upset the FCC’s determination The FCC considered alternatives 
to MSA-wide relief and determined that, on balance, these 
alternatives would be less beneficial to consumers and regulated 
c’ntities A s  the FCC provided an adequate explanation for this 
conclusion. we uphold the Cornmission’s conclusion 62 

The court rejected petitioners’ claims that the trigger-mechanisms adopted by 
the Commission ( in  hlmilar grounds 

Petitioners’ objections to the specific collocation thresholds 
established by the FCC are no more than policy differences with 
the Commission Like any agency, the FCC must provide a 
ratiunal h a m  when setting a number for a standard, but i t  is not 
held to a standard of perfection 63 

I n  the  court‘s view, the “FCC is not required to identify the optimal threshold 
with pinpoint precision I t  is only required to identify the standard and explain 
it5 rclationship to the underlying regulatory concerns” As such, the court held 
that the Commission’s approach in the Pricing Flexibility Order was “precisely the 
sort of ‘rational legislative-type pdgment’  the FCC is empowered to exercise and 
w e  are required to respect ’‘N 

111. Empirical Analysis 

As noted above, the Commission believed that the combination of its 
collocation triggers and MSA market definition were ”sufficient to preclude the 
incumbmt from exploiting any monopolv power over a sustained period”h5 and 
the D C  Circuit. dccording the FCC great deference as the “expert agency” 
upheld the Conimi~sion’s overall policy approach, even though i t  expressed 
reservations as to the Commission’s underlying methodologies Now that the 
deregulatorv paradigm has been implemented, i t  is worthwhile to evaluate the 
accuracy of the Commission’s expectation and the court’s caveats If an 
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inciedsed exercise of market power is observed in Special Access markets, then 
either the Comniission's triggers are inadequate indicators of competitlon, its 
market boundarieb are too wide, or the s u n k  costs of entry prohibit an entry 
response to higher prices in uncoinpetitive segments of the deregulated market 
(or some combination of these) 

Deregulated tariffed prices for special access services are nearly ubiquitously 
higher than regulated prices (see Table 1 for examples), and for the data we 
collected, very few price reductions were observed over time for deregulated 
prices ( l e ,  only 12 of 135 prices fell with about a 5% reduction on average) 
Thus, the price increases have been sustained over no less than an 18-month 
period Simply obberving higher prices for Special Access services may not 
necessarily be reliable cvidence of the exercise of market power According to the 
Commiwon,  price increases (or deregulated special access services may arise 
from two source5 (1) cobts differences within an MSA and (2) market power 
exercised in the non-competitive segments of the MSA By incorporating data on 
costs and demand, the unique contributions of cost and market power can be 
approximated. The potential for cost differences also is minimized purposefully 
by comparing price5 from idcntical pricing zones (which are defined by the 
ILEC) Further, it 15 probablv nut the case that marginal (incremental) costs vary 
substantially across markets, even though average fixed costs may The 
Commission noted, "variable costs are a small fraction of total costs " Without 
much variation 111 marginal cost, optimal prices will not vary either Given that 
the ILECs do verv little de-averaging within states, and in some cases across 
state5, cost-based explanations for price differentials in deregulated markets lack 
force 

Though faced with a number of data limitations ( e g  , quantities consumed of 
Special Access services are not available), an exploratory empirical analysis of the 
effects of the Commission's deregulatory experiment is possible This empirical 
analysis is based on the following simple conceptual framework Let the 
regulated price be represented a5 a markup over incremental cost (h), such that 
P R  = iC ,  where C 15 incremental (marginal/variable) cost The regulated markup 
?L can vary by ~urisdiction In the absence of regulation, the markup over cost will 
be a function of the own-price elasticity of demand (q), where profit 
iiiaximiration renders a deregulated price equal to Pn = [ q / ( l  + q)]C66 The own- 

*(' The, term l q / ( l  + q)] i s  ihr profil-rnaxim~ring markup without replalo? constraint Sce 
M Watcrson, ECONOMlC~rHLOIlYOf THClNUUSTRY (1984), p. 3 
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price elasticity of demand may vary by prisdiction, but this variability need not 
directly bc related to those factors causing h to vary Assuming there IS some 
known <et of factors that determine q and h. i t  i s  possible to estimate both 
parameters 

necause C = Pt</?L the deregulated price can be written as 

Pn = q / ( l  +q) (1/ k )  PK (1  ) 

Substituting into E q u a t i o n  (1)  specific functional forms and determining factors 
lor the parameters of interest, Equation (1)  can be rewritten as  the regression 
equation, 

Pn = exp(ulY+wZ+uiR) (pu + Dip1 + Dzoi+D?pr+ p4o~) PR + c (2) 

where Y is per-c'ipita income, 2 is the percentage of the population living in 
cities, R i s  the share of non-business to total access lines, the variables p, and a, 
arc the averages and standard deviations of loop (subscript L) and transport 
cost? in the state (subxript  r), and E IS the econometric disturbance term 
Because the profit maximizing markup [(q/(I  + q)] is a non-linear function [as i s  

its proxy exp(ax)], Equation (2) IS estimated by non-linear least squares The 
linear function pa proxies the term l / h  in Equation (1)  The profit-maximizing 
markup 15 assumed to he a function of market income, density, and customer 
tvpe From the estimates of Equation (2). we can compare three different prices 
First, we observe in tariffs the  regulated and deregulated prices P R  and PO 
Second, the competitive price will equal cost, and cost can be estimated using 
(Pi< px), where pr = 1 / 2 .  (and i s  computed using the estimated p coefficients from 
Equation (2) and the sample mean? of the relevant x's) 

The HA1 Cost Model, Version 5 0, provides the cost data The HA1 model i s  
designed primarily to compute the cost of DSO loop plant and supporting 
facilities, so we limit our empirical analysis to DSO digital special access circuits 
Income and population data are from the Census Bureau, and the share of non- 
business lines is Iron1 ARMIS 67 Further research should consider larger Special 

hi ARMIS data ‘ire ai,iilable (at n o  charge) i r i m  the FCC webslte ( w w w  fcc POV) Census 
data .ire available a t  M w w  cmsus cot 
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Access circuits (DSI, DS3, and OC-N circuits) that represent a greater share of 
market revenues 

Prices are computed for IO-mile circuits and  include two channel 
terminations, a fixed mileage charge for transport, and a per-mile charge for 
transport (multiplied by 10) 6h Prices are interstate tariff rates effective as  of May 
1. 2002, August 1, 2002, December 31, 2002, and January 31, 2003. Prices for both 
a month-to-month service ("DSO-M") and an optional pricing plan ("DSO-OPP") 
were computed, where the optional pricing plan is based on a five-year term (or, 
i f  unavailable at that term, the longest term under five years). There were a total 
of 188 ohservations for each regression ( I  e ,  four sets of prices from 47 states) 69 

The results of regression equation (2) are summarized in Table 2, along with 
the summary stati5tics For both regressions, 99% of the variation in prices is 
cxplained and all estimates are statistically significant at the 5% level or better. 
The average of the dependent variable (Po)  is $260 89 for DSO-M and 5181 54 for 
DSO-OPP On the other hand, regulated prices are $230.69 for DSO-M and 
5158 80 for DSO-OI'P Deregulated prices across all states, therefore, are about 
13.14% higher than regulated prices, though increases for particular BOCs are 
often much larger (see Table 1 )  

The empirical model provides two sanity tests for its reasonableness First, 
from the estimated p coefficients of  Equation (2). cost per line can be estimated 
and compared to olher measures of cost A t  the sample means, cost per DSO line 
1 5  estimated to be about 576 per circuit/month 70 Across a number of states for 
which we had data, thc  TELRIC of DSO-Digital circuits ranged from a low of $48 
to a high of $138 Thus, our 
estimated cost figure is reasonable The cost calculation also provides an estimate 
of the competitive price (on average), because competition drives prices to cost 
Secund. the model provides a means by which to "back into" an estimate of the 
own-price elasticity of demand 71 Since a monopolist I S  expected to price i n  the 

The average TELRIC for the sample was $69 

00 

6" 

In Tiate5 wtth pncch for multiple Loncs. the Zone 1 rate IS used 

Only ilic traditional Bell Company statr5 ,arc cvalualed. so slates excluded include Alaska. 
Connecticut. I4awaii. and Nevada 

:'I Cost 15 rornpuied as l J N / p x  fur h l h  regressions using sample means The cost estimates 
arc nrarly idrntical across rrgW555'0n5, with a month-to-month COSI of $7850 and an uptional 
p r ~ z n g  p lan  cosi of 576 16 The sirnilaritv 15 encouraging 

- 1  The w n - p ! i c c  d a s t m t v  15 runiputrd as e x p ( a l ) / ( l  - exp(axj) 
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elahtic rcgion of demand, our estimate of the elasticity should be elastic 
discuss the estimated elasticities later in the text 

We 

The regulatory markup (at the sample means) for the DSO-M circuit i s  about 
2 YO, and the dercgulated markup is about 3.30 In other words, the price for 
Special Access service is priced a t  about three times its incremental cost72 The 
deregulated margin is about 1 4 %  above the regulated markup over cost Thus, i t  
appears 'is If the increase in  the markup accounts for the observed price increase. 
From the deregulated markup, the implied own-price elasticity of demand IS 

about -1 40, which is elastic (q < -1) a5 would be expected. 

['ricrs (and thus margins) are lower for DSl)-OPP circuits, with price being set 
at about twice cost The regulatory markup for the DSO-OPP circuit is  about 2.1, 
and the deregulaled markup is about 2 3 (a 10% increase in markup), which IS 

slightlv ~ helow the 14% price increase Again, the malonty of the price increase 
for DSO-OPP circuits is accounted for by the increased ability of the ILEC to 
cxercise its market power The implied own-price elasticity of demand is about - 
18,  which is elastic (7 < -1) Given the long contract term for DSO-OPP relative 
t u  the DSO-M, the larger elasticity 15 not surprising 

O u r  implied elasticities of demand for DSO circuits compare favorably to 
those estimated by Rappaport, el al (2003) using an entirely different estimation 
in~thodology In that study, demand elasticities for DSl and DS3 special access 
services are estimated to be -1 31 and -1.91, respectively. While the elasticities 
are not directly comparable because of differences in services, they are all elastlc 
and in the general vicinity of -1 5 Note that the computation of the elasticity 
depends explicitly on the ILEC charging its theoretical (and naive) profit- 
maximizing price If the price for special access is constrained by some factor, 
such as the potential for regulation, then the elasticity estimates will be biased 
(they will be tooelastic) 

What i s  important about this empirical analysis is threefold First, i t  is the 
fimt empirical asscssment (to O U T  knowledge) of the Commission's deregulatory 
framework for Special Access 5ervices Given the weaknesses in the 
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Commission's deregulatory approach, a review of its deregulatory action seems 
prudent (not just by us, but by the Commission itself or the Government 
Accounting Office or "GAO") Second, the price increases for Special Access 
services where pricing flexibility I S  granted appear to be predominately driven 
by market power and not cost5 Consequently, i t  appears that the wide 
gengraphic markets and collocation triggers of the Commission's deregulatory 
paradigm have led to an increased exercise of market power in (at least some) 
Special Access markets, thus placing an unnecessary drain on the U S economy n 
Third, this analysis IS exploratory and limited But, the results are sensible based 
on hanitv checks Obviously,  a more thorough and rich empirical analysis of 
Special Access deregulation is warranted 

1V. Conclusions and Policy Implications 

As noted above, the Commission currently has several major initiatives 
pending designed to accelerate FCC Chairman Michael Powell's vision of a 
"digital migration ''71 These pending proceedings include, in fe r  alia, the still un- 
released Triennial Review:%, a decision as to whether RBOC "broadband" 
5ervices should be recla5sified as "information services" under Title 1 of the 
Communications Act'*, a proceeding to evaluate the appropriate regulatory 
framework for RBOC and I L K  in-region long-distance service outside of a 
heparate affiliater, and potentially even a proceeding to revisit the 
appropriateness of Total Element Long-Run Incremental Costs (TELRIC) pricing 
~1 together 

just a5 in the Special Access context, the central question in each of these 
proceedings is whether there are sufficient regulatory safeguards and/or  
competition to constrain the incumbents' market power Of legitimate policy 
concern, therefore, is whether the  Conimission's philosophical and analytical 
'ipproach to ILEC market power in the Special Access context will be the "canary 
in the coal mine" for the appropriate role and purpose of the FCCs economic 
regulation respon~ibihties under the Communications Act going forward 
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Current Comniimon philosophy closely parallels the philosophy found in 
the Special Access decision Like the indirect collocation triggers in the Special 
Access context. many of the standing Commissioners appear to place substantial 
reliance on "inter-modal" competition as  sufficient to constrain the ILECs' 
market power 78 As with collocattons, however, inter-model competition has no 
empirical wppor t  as a meaningful constraint on ILEC market power 79 Part of 
the lack of empirical evidence stems from the fact that so few individuals view 
wireless and wireline telephone service as  substitutes, that samples large enough 
lor empirical analysis cannot be constructed 

Indeed, a recent Census Bureau survey of over 143,000 households reveals 
that only 011Y" of households (155 homes) terminated their local phone servtce 
to switch to wireless x Extrapolating to all households (about 107 million), there 
are about 125.000 households nationwide that have stopped wireline phone 
service and switched to wireless 61 

Using far more limited samples, some private surveys have addressed the 
issue of mobile and wireline substitution A Yankee Group survey, for example, 
found that 3% of mobile telephony subscribers used mobile telephony 
exclu5ively, implying 97% consumed the two products together 82 The BOCs 
have used the results of this survey to support the notion of intermodal 

i h  SCY s u p m  nn 1-2 

74 be? Edilorini. 1Im"w~~ Mcdm C u n u l h h o n .  BLlSINLS5WEEK (26 M a y  2003) a t  126 ("[Tlhe FCC 1s 
seriously miscalculating the Ic~mrcstable] effect of new technologies "), bul c J Remarks of Michael 
K Powell, Chairman Fcderal Cummumcations Cammission at  the Associated Press Annual 
Meeting and General 5ession of the Newspaper Assnciation of America Annual Convention (April 
28, 2003) (http f /hrarinlms tcc rev/ d o c s  puhlicjattachmatchjDOC-233732Al pdfl 

*(I U S Census Bureau, Cornputwand lriternrl Use S u m q  (Sepi 2001) 

~T~TlST lcALA81 iHACTOrTHrUNI l€DSTATES,  Table N O  661 (1999) 

G J u d y  Sarles, Wirelev Uscrs H a n , y q  UII on Landlrnc Plmes, NASHVILLE BUSINE JOURNAL. 

(February 2, 2001) (Quilting Knox Bricken of Yankee Group) The percentage of mobile subscribers 
that use on ly  mobile ickphony will exceed. of coursc. the percentage of iuial households that use 
only mobilc telephony Given that only 40% of households have a mobile phone, a naive eshmate 
of  thc percentage nf househulds exclusively using mobile telephony based on the Yankee Group 
survey 1s 0012. which IS much larger than the figure e5timatrd by the Census Burcau Unlikc the 
Census Burcau's survry. the Yankee Group w r v e y  i s  unlikely to he represfnlative of US 
hauscholds S w  o l i ~ i  Jameh S Grancll i and lube Shiver Jr , Piiunr Rii ,a ly  ai Simple as McDonalds u\ 
B u r p  Ktng, SHC Heoil Say5 F i r m  Says II S t m l d n ' t  he 5iibsidrzing Compehturs wrlh Lou,-Pnced Llnes as 
Tiiry Enfm Slot<, Mork l .  L m  ANGELESTIME (May 26, 2003) 
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competition, but the studv's authors conclude, "we don ' t  think people are g v i n g  
up their landline phones ' ' 8 3  

They are not At year-end 1999, there were approximately 1 3 6  wireline 
telephones (switched access lines) per household Two years later (year-end 
2007) .  there was virtually no change in the number of wireline phones per home 
( 1  35 wireline phones per household) 85 Over this same two-year period, mobile 
telephony subscription increased from 0 76 to 1 13 lines per household Rh These 
quantity anecdotes can be made more relevant by considering price changes for 
the two products over this two-year period From 1999 to 2001, mobile 
telephony prices fell by about 22% (in real terms), while wireline phone prices 
were relatively stable, rising by about 1% (in real terms) 87 So, while the relahve 
prices of mobile and wireline telephonv changed considerably over this time 
period, with wireline services becoming substantially more expensive on relative 
terms, the quantity of wireline subscription declined by only 1% M 

The Commission's Special Access experiment provides a textbook example of 
the risk to consumers and to the economy of employing abstractions rather than 
rigorous market power analysis 8" As the just-released work of Rappoport, 

"7 Sarles. id 

I K E N U S  IN Tri FPHONF S€RVICI, Table 11, July 2002. Stat Abstract 
h t tp  / /M.WL+ ceiiws p r ) v / ~ t a t a h / w w \ l , / ~ ~ ~ t 2  htrnlshuuiing 

For  residential accesh lines, the numbers are 0 92 in 1999 and 0 YO in 2001, Id 

I K t N D S ,  Id 

h: EronOne survey CPI provided by FRED (6/99 1662. 6/01 1799) Wireline prices 
provtdrd hy Crcgg (2002) Tht. Bureau ot Lahor Stat is l~ ' t .  ielephonc price index (Including local 
and long distance) wa3 roughly stablc from the last quarter of 1999 to the last quarter of 20Ol 
(fallmg trom 100 3 ID 99 7, a 0 6% reduction, o r  a 8% in real terms) See w w w  economawc com 

86 

8'' 

TI~INX IN TEl WHONCSERVICr, w p r a  n 84, Table 14 1. July 2001 

Even more hypocritical 1s that thc FCC5 blast. approach towards Special Access/leased 
lines o n  thr domestic tront runs completely inapposite to the U 5 Govemmeni's pro-competltlve 
'Ipproach towards Specla1 Acc?sh/lrased line5 In the !ntcmahonal arena For example. the United 
State5 1 radc Rrprescntatw? ("USTR) was appropriately quick 10 blast several countries In its 
rewnt Srction 1377 Report lor h d m g  to make leased lmcs available on a competitive basis 
(http / / W W M ,  ustr KO\ /serturs/~ndu~iry/Telccoml377/2003/2003-04~02-resuIts pdT) In thc 
U5TR's own words 

Reasonable access to leased lines are critical for competitors in any 
i r l r communmtmS market - particularly for providing the "last mile" link 
competitors necd to reach largc, customer5 An mahility to obiam these 

(Footnotc Continued ) 
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T<iylor i,t a1 , (2003) iiidicatc, the cost of this regulatory failure to the U S  
economy IS significant No doubt, market power determlnattons are "neither 
administratively simple nor easily verifiable" and "generate considerable 
controversy that is difficult to resolve"9I But, this fact does not afortiori mean 
that incumbent LECs need not demonstrate that they no longer possess market 
power in the provision of any services to receive pricing flexibilityr2 simply 
because "it would be administratively burdensome to require incumbent LECs to 
perform and the Commission to evaluate market share OT supply elasticity 
analvses before the LECs may obtain any regulatory relief ''93 I t  would seem, 
therefore. that while "bright-line" tests resting on naive expectations and 
untested correlattons may make the Commission's work easier, "bright line" 
tests based on things that can  be readily counted may not always be the correct 
analvtical solution as competition becomes increasingly multi-dimensional and 
the issues the Commission has to resolve become more complex 

mnnections at reasonable rates and in a timely, non-dtscriminalory manner can 
significantly slow rompetitive c n q  AI1 countries cited have UT0 
cummitments to ensure reasonable a c c c s  to such lines * ' . Unreasonabl high 
prices of leased Innet, In manv markets are adversely affecting U S supplers  in 
thcse markets Evidence tha t  rates charged in thcse markets are multiples of 
rates ~n the U S  and "besl practice" markets such a5 Sweden indicates that 
rompetttivr pressures in these market, have failed to bring uscrs the benefils of 
rcasonablc pricing Id at 3-4 

In  addition, the U S  Government has gnne so far as to file a formal complaint against Mexico 
a ' i th  Ihe World Trade Organization W f l 5 2 0 4 )  lor, infer alia, failing to make leased lines available 
io competltnrc at just and rcamnahlr raieb  ( In  lact, this IS the w r y  first complaint filed under the 
1997 W O  Accord on Basic Telezoms Services) Unfortunately, as before, this hypmritical "do as I 
say. not as I do" attitude erodes U S credibility abroad and correspondmgly makes 1 1  mure difficult 
for Ci 5 firms to compete ovcr5ea5 Set Naftcl and Splwak. THr TEI.FCOMSTRADE W A R ,  supra n 15 

Supm n 72 For example,, Rappaport and Taylor el a1 estimale that a reduction in Special 
Access prtce, of 42%, ~ommt'nsurate with an  11 25% rate of return on tolal investment. would 
gcneraie 64,UuO ncw jobs and $11 6 billion In new econormc activity in the first vear alone, and the 
accumulated number of new lobs creatcd would double to 132.0(13 In the second year (equalmg a 
$14 5 billiiin cumulatwe impart on the U 5 economy) a5 the benefits of the price reduction flows 
through the ccanomy 

91' 

91 1'1 

'9: Id at r; YO 

", I l l  at 4 91 

'14 A~nird. Gmlr rl i d  BoIlinXer P I  a1 No 02-516 539 U S - (Derided June 23, 2003). Sllp 
a p  3 1  27) ("[Tlhr fact that the implrmeniatlun of a program capable of providmg indivlduallzed 
cnnsideratii~n might present administrative challenges does not render constitutional a n  otherwlre 

(Fontnotc Continued ) 
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Furthermore, while regulation does Impose costs of its own, such an 
observation does not ii forfiun imply the "costs of delaying regulatory relief 
outweigh any costs a ~ o c i a t e d  with hTanting that relief before competitive 
dltcrnatives have dcveloped to the pomt that the incumbent lacks market 
power "vi The Special Access case proves the point. Market power cannot be 
a s u i n e d  away as the Commission did m the case of Special Access.Ya I t  seems 
that an effort  a t  measuring the costs and benefits of regulatory or deregulatory 
action is required, particularly when the fruit of past decisions can be harvested 

A cornerstone of economic regulation 15 that - contrary to the antitrust 
context, which takes a static, case-specific approach - the Commission, as the 
"expert agency", is  charged with the responsibility of monitoring the dynamic 
U 5 telecommunications industry 97 For this precise reason, the Supreme Court 
recognized s ix ty  vears ago that Congress, through the Communications Act, 
"gave the Commission not niggardly but expansive powers" to monitor the long- 
term health of the U S  te lecom~ industry 9" The courts make i t  crystal clear that 
the Commission h a s  the legal obligation and mandate under the 
Communications Act to monitor the consequences of their regulatory actions 

problematic system"),  Richmond v 1 A Croson Co. 4 8 8  U S 469, 5 0 8  119891 (cilin,y 
rr~~,ltlero i, R i c h o r d w i .  411 U S  677. h9(1 (1973) (plurality opinion of Brennan, J )  (rejecting 
"administrative convenience" as a determinant of constitutionality m the face of a suspect 
classification)) 

'5 

Vn Sce cg,  5afire. y m i  n 7. 1.awtlnce J Spiwak. IdeiJloyy Over Economics. UNil tD PRrrs 

"' Sec, e x ,  P G R lemmer i, FCC, 743 F 2d 918, 932 n 12 (D C Cir 1984) (Bork, J ), Uni ted 
Slates 1, S l o r r r  Broadrn l ing C o ,  351 U S  192, 203 (1956). FCC i) Fot l s~~~ l l r  Bruadcoiting Co. 309 U S  
134,138 (1940) 

Pr ic in~  F l e i i h l i l y  Onlcral 7 90 

INTrRNATIONAL ( 6 J u l y  2002) 

* 
9' 

Niiliond BnmJcnctinX C d  z i  United Sfatei. 319U S 190, 219(1943) 

Lnlortunately, given ihe FCCs less than vigilant approach to cnforcing thc law to prevenl 
RBOC antlrompetlllvr conduct, the FCCs a55urances tha t  aggrieved parties may file a complaint to 
challcnge thc RBOCs' 5pecial a c c w  rates will probably not provide much comfort Pncln,y 
Flexibtlrh, Order a t  7 4 1  Indeed. a review of reccnt major enforcemenl action5 by the FCC (which 
are suppcwd 10 be onc of the cmterpieres of Chairman Michael Powell's agenda for the FCC) 
reveals that thew are nut ITUP punitiwactions, hut are instead the admini5trative equivalent of a 
"no contesl" plea - I c ,  there 15 no formal record kept of thc pTOcreding and gui l ty  partln ar? only 
rcquired to make a "voluntary contribution to Ihe U S  Treasury" as part of the settlement As a 
result, the FCC has very drlilxratelv rcfused to make an crplmt finding of fact As a legal matter, 
i l ~ v r e h r e ,  thcsr settlements have little or no probative weight in a subsequent crlminal or civil 

(Footnotc Continued ) 
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As the D C Circuit recognized over twenty years ago "Complex regulahon 
inust still be credible regulation" and any failure by the FCC to meanlngfully 
enforce the Communications Act deprives "regulated entities, their competitors 
[and] the public of rights and economic opportunities without the d u e  process 
the Constitution requires" Accordinglv, i t  should come as  no surprise that 
both the Communications Act and the Telecommunications Act of 1996 are 
replcte with requirements that the Commission undertake periodic reviews of its 
regulations and to evaluate concurrently the economic health of the various 
industries under I t 5  jurisdiction 101 

Indeed, the long-term sustainability of decisions vital to the health of the 
telecommunications sector by an administrative agency that chooses to avoid 
"undue administrative burdens" rather than carrying out their enabling statutes 
is duhious More importantly, when an administrative agency openly admits to 
'1 lackadaisical and analytically imperfect approach, then i t  also behooves the 
Commission to examine and monitor the impacts of the decisions the FCC makes 
today on the long-term structure of the industry as  a wholeln, particularly when 

COUTI of Idw Beside,, 11 a firm perceive 11 wil l  make one dollar more by deterrence than by 
rumpetition. thrn ihai lirm wil l  aluiay choose delerrence For a rcpresentative 11st of these actions, 
I l<andolph Beard. C,rorge S Ford and I.awrenc~ J Spiwak, Why ADCo, Why N o w ?  An Economx 
L i p l w a t w i  tn1o the Funire oJIn l ius tq  S h r c t u r r  fiv lhc "Last Mde" in I.ocal Telecommunmhons Markets, 
54 FCI 1 421,436 n 41 (2002) And. a5 per cmrbe ,  the FCC has nn1 deviated from such an approach 
in  I ts most recent cnforcmment action either In re Qwet Cvmmunmitions Intrmahonal, Inc. Order. 
kCC 03.107, ~ FCC Rcd - (re1 May 7, 2003) 

I t v J  MCI is FCC, 627 F 2d 322, 340.41 (D C Ctr 1980). see also Telecommunicatrons Resrarch ond 
A i l i u r i  Ce,il,,rv FCC, 750 F 2d 70 (D C Cir 1984) 

1 1 1 1  SC~,, ' 8 ,  5 p ~ i i i m  11 - Rcfiulakirq Refoonii, 17 U S C  5 161, k t m n  218 - lnqurnes Into 
Mnno,guw,it ,  47 U 5 C 5 218, Section 219 - An,iual and Olher Reports, 47 US C 5 219, Section 257 - 
M n r k r l  Lritry Barriers I'roceedirig. 47 U S C 3 257, Secimn 403 - I nqu iy  by Commission on If5 O w n  
Molinn, 47 L1 S C 5 403, Communications AcI S 628(g) - Dmxlopment oJCompehtm and Diversity of 
Video I ' r o , q m m n i q  P>strihutmrz, 47 U S  C 5 548(g), Section 706 - Advanced Jelecomm,,nlcatlons 
I n m t l w e ~ ,  17 U S  C 5 157, and if.  Jerrv Duvall & Michael Pelcowis, Refoonning Replatory Poluy for  
Prriiotc L t w  r,.l.icu,mmiilliiat,oni Seniicrs Impirmtrons fiir Mnrket Performance, FCC OFFICE or PLANS 
A U I ~  POI in WOKKINC PArm N o  4 (1980) (analysis should focus on markel performance, rather 
than un  inarkci parimpants' rcsidual market power) 

1": 5~  pro, lex1 diicussion and citations !n  Section I 
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ex post analysis mggests rl signihcant regulatory failure as  that found in the 
Special Access context 1111 

Like i t  or not, U S  consumers deserve far more than a perfunctory "Ron 
Popiel - Chicken Rotisserie Oven" approach to the real problem of ILEC market 
power where the FCC simply "sets it and forgets i t  " As such, it is incumbent 
upon Chairman Powell a n d  the FCC to fulfill their core function under the 
Communications Act- I e ,  prevent dominant firms under their jurisdiction from 
gouging consumers and stymieing competition via the unfettered abuse of their 
market power - both immediately in the Special Access context as  well as in their 
forthcoming broadband proceedings 

Equally as  important, if the evidence suggests a regulatory failure to mitigate 
the incumbents' market power that produces clear adverse effects on US .  
consumer welfare and the economy, then we come back full circle regarding the 
FCC's overall analytical approach towards the complex issue of how we should 
move from "one" to "many" - i . e ,  given the obvious fact that the ILECs can and 
will seek to exercise their market power to "deny, delay and degrade" new entry, 
then a more thorough look at the incumbents' market power by the Commission 
in the first instance is in  order as the FCC attempts to facilitate Chairman 
Powell's vision of a "Digital Migration " 

10: See. e x ,  Separatc Statement of Commissioner Michael Copps, In rc Impionenlation OJ 
Serfion b002(Ii) OJ the O r n ~ i h u i  Burlgel Recrvmlratron AcI  oJ 1993, Annuol Rcporl and Analys~r OJ 
Comprhtrvc, Miirkel Coridihons Wilh Regecl  10 Commcrciol Mobde Sewxes 

Congress requires Ih? Cornmiwon annually to "review competitive market 
rundilions with resped to commercial mobile serv~ccs" and "include in It5 
annua l  report a n  analysls of those conditions." order to perform an "analysts 
cf whether or no1 there 15 effective competition I bclieve that the Commission 
could do far hetter The Report's 'ontams ind f i c i en i  data Much of the limited 
data included are unverifiable and are derived from sources with a stake in the 
ouicomc of our deicrmination And the Commission does nut establish any  
standard for detcrmining whcn "cffectivc competition" extsts or w e n  to define 
what "effective cornpvtit!on" is These problems leave the Reporl vulnerable to 
the charge of being result>.-orientcd, and mean that the hard and good work of 
thr  C o m m ~ r o n ' s  statt is underutilized 
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Table I .  Price Changes for  Special Access  Services  

(DSO-Digital, DS1, and DS3. Ophonal Pricing Plan Only, Jan 31, 2003) 
BrllSouth SBC Venron Q W S t  

DSO-Digital 
Average Regulated Prlce $202 51 26 51 70 5140 

Average Deregulated Price $ZU2 $155 s220 5158 
Average I'IICC Incrl'il~e 0 "4 23". 29% 14% 

Average Regulated Price 5380 $338 8448 5332 
DSI 

Average Drrr~ulatcd Price 5391 $371 5510 5399 
Averagc Price Incrraw 3 Y6 10% 14% 20% 

DS3 
Averogf Regulated Price $4.075 52,562 S3,421 52,703 

Average Dereguldit,d Prirt, 54,575 52,817 53,752 $2,783 
Averagc Price Increase 12% I O "  10% 0% 
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Table 2. Summary of Regression Results 

(asyrn 1-scores in parenthesis) 
~ __ 

DW. DSO. Variable Mean 
hlonth-to-Month Gp t Prlclng Plan SI Dev 

n ,  o ooom 0 00001 Y 40827 
(9 00) (7 86) (6037 9) 

ri 2 n 292 0 261 2 0 276 
(6 30) (4 87) (0 14) 

(6 64) (3 23) (0 05) 
Ui n 9346 0 532 R 0 747 

Po 0 3392 
(7 40) 

0 455 
(6 38) 

Constant 

lh -0 0014 -0 0017 PL 37 53 
(-2 64) ( -2 51) (25 82) 

1 2  n 00046 0 OW48 OL 40 61 
(2 66) (2 24) (64 46) 

133 0 0084 0 0121 PT 11 83 
15 21) (4 90) (4 73) 

( -5  25) (4 90) (8 08) 
b4 -0 0037 -0 00488 0 1  14 96 

___ 
Po 260 89 181 41 

(73 38) (30 99) 
ru 230 69 158 80 

(56 65) (28 08) 
R 2  0 994 0 993 

F-Stat 4028 9 3282 4 
N 188 I88 


